
51

franchises is a function of anticipated .anopoly profits. 51

That is why cable syste.s ••11 at three or .are tiaes their

replacement cost. 52

Allowing cable operators to include such monopoly

premiums in their ratebase would yield cable rates calculated

to produce monopoly profits. 53 That would lock in the very

exercise of market power that the 1992 Act was intended to

eradicate, and it would provide an entirely unjustified

competitive advantage to cable in competition with telcos.

Furthermore, cable consumers should not have to bear higher

rates merely because a cable operator has paid a premium for

existing cable properties without adding any benefit to the

service provided to consumers.~ since excess acquisition

costs do not reflect a contribution of capital to the regulated

public service, allowing them to enter into the operator's

ratebase calculation would force cable's ratepayers to finance

~, ~, S. Rep. No. 92, 102d Cong., l.t Sess. 8-10
(1991). The Senate Co..itt.. relied in part on stateaents by a
major cable operator acknowledging that W'[t]he value of a
cable franchise follows from the protection from the
competition that it provides the holder. Since the holder of
the franchise will have a .anopoly, tba prolpectiye cable
Qperator would be ,-le to aanarate a cash flOW that WOUld
result in a sypranpraal return •••• '" 14L at 9 (emphasis in
original). The Report also quoted the then-Chairman Qf the
FCC, whQ testified that the average per-subscriber acquisitiQn
value of monopoly cable syst..s wa. about five tiaes as high as
the investment cost and that this is W'the pre.ium the .arket
places on having that monopoly position.'" ~

52

53

~ Vander Weide Aff. , 31.

~ , 32.
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acquisition pr••iuas instead of paying_ for the services they

receive. 55

Nor should excess acquisition costs be amortizable as

an annual expense.~ Since acquisition pre.iuas do not

reflect expenditures that enhance cable service, there is no

more justification for saddling cable ratepayers with such

costs in the fo~ of expenses than in the fo~ of a higher

ratebase. 57 Likewise, cable should not be permitted to

recover through regulated rates any interest expense

attributable to debt that is incurred to finance the payment of

monopoly acquisition premiuas.

This does not mean that cable cannot recover its full

acquisition costs. It ..ans only that the exce•• portion of

those costs may not be recovered through regulated cable rates.

55 bA BonbriCJht, Danielson, and 1CaIt8rachen, Principles
of Public utility late. 239-40 (19"): -[I]nve.tors are not
comPensated for buying utility enterprise. froa their previous
owners any more than they are cOllpenaated for the price. at
which they ..y have bought public utility .ecurities on the
stock market. Instead, they are cOJllMlnsatad only for devoting
capital to the public service.- The only capital so devoted is
the original owner'. actual inve.t.ent. The acquiring company
must therefore stand in the shoe. of the .elling company. ~
Moreover, a rule p8rJ1itting recovery of exce.s acquisition
costs would place the owner -who does not sell • • • at a
disadvantage ca.pared with one who doe•• - Niagara Fall. Power
Co. y. FPC, 137 P.2d 787, 793 (2d Cir. 1943) (L. Hand, J.).

56

57

s.u NPRM , 41.

Vander Weide Aff. , 33.
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The costs may still be recovered froa cable's various other

services. 51

o. cabl.-. rat. of r.tar.a ....14 ..
••taltli.1le4 aooorti., to til. ....
priaoipl.. applioabl. to t.l..~••
a pSlpt... ..

The co..ission should coapute cable's allowable rate

of return by using the principles it applies to telephone

companies. Specifically, as Dr. Vander Weide explains in his

accompanying affidavit, the co..is.ion should use the "capital

attraction" standard, under which each source of capital is

allowed to earn a rate of return co..ensurate with its

perceived risk to investors.~ Like telcos, cable should be

allowed to recover its average cost of capital as deterained by

its cost of debt, its cost of equity, and its capital

structure. 6O

The capital attraction standard properly balances the

interests of both cable operators and ratepayers. If the rate

of return were set aboye the cost of capital, ratepayers would

pay more than is required to induce a cable operator to provide

quality service and expand its network. If the rate of return

were set below the cost of capital, cable operations would be

51 The ca.ais.ion should treat cable plant under
construction, abandoned plant, exce•• capacity, and working
capital in the ......nner a. it doe. for telcos. Nothing in
the 1992 Act warrants special rules for cable.

59

60

au Vander Weide Aff. I 7.

IsL. II 7, 16.
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an unattractive inve.t..nt and it would be difficult for cable

to expand its infra.tructure."

In particular, the co..i ••ion should coapute the

average cost of capital for cable by referring to cable's

actual cost of debt and actual capital structure. Because the

actual figures on debt cost and capital structure for the

largest cable fira. are widely available and reasonably

representative of the cable industry as a whole, there is no

need for the co..ission to resort to surrogates.~ As Dr.

Vander Weide has demonstrated in his affidavit, cable's actual

cost of debt is approximately 7.8', and its actual capital

structure (excludinq its large accuaulated losses from the

definition of equity) is approximately 86' debt and 14'

equity. 63

Cable's actual cost of equity is difficult to

estimate because most companies are closely held, are part of

widely diversified operations, or pay no dividends.~

Consistent with the governing legal test, the co..ission should

therefore determine cable's cost of equity by using a surrogate

with "corresponding ri8ks."~ As long as the co..ission uses

cable's actual capital structure and cost of debt, an

61 Ht. , 8.

62 ~, 9.

63 lsL. , 10.

64 lsL. , 11.

~ Hope Batural Gas, 320 U.S. at 603; accord Bluefield
Water Works' Iaproy...nt Co. y. Public Service Comm'n, 262
U.S. 679, 692-93 (1923).



appropriate surrogate would be the third quartile of the SiP

Industrials (formerly known as the SiP 400)." Although these

firms have slightly greater business risk than the average

cable operator, they are not as highly leveraged as the typical

cable company.~ considering both business and financial

risk, therefore, it is reasonable to assuae that an equity

investment in the third quartile of the SiP Industrials has

roughly the same risk as an investment in the cable

industry.~ The average cost of equity for the third quartile

of the SiP Industrials is 15.11'.~

In contrast, basing cable's rate of return on the SiP

Industrials' average cost of debt, cost of equity, and capital

structure as the co..ission proposes would lead to exorbitant

returns on equity for cable given its actual debt costs and

capital structure. Average SiP Industrials figures would give

cable a return on equity of nearly 37'~ -- clearly more than

Congress could have intended. Similar distortions would result

if the Commission were to impute a 50/50 debt/equity ratio to

cable instead of using the industry's actual capital structure.

Vander weide Aff. II 11, 17-20.

67
~ , 20.

~

~ ~ This is an appropriate surrogate 2DlX if the
co..ission uses cable's actual capital structure. If the
Commission uses a different capital structure, such as its
proposed 50/50 debt/equity ratio, cable's cost of equity should
be set no higher than the average of the first quartile of the
SiP Industrials, currently 11.8'. 14L I 21.

~ I 14.
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That approach would produce a return on equity for cable of

more than 32' .11

The Co_ission should not be concerned if applying

these principles in a neutral aanner yields an overall rate of

return for cable that is no higher than the regulated return

for telephone companies. At least with resPect to basic-tier

service, Congress did not expect cable's rate of return to rise

to the level of that for telcos. n Mor should the co..ission

reject the capital attraction standard merely because it may

result in regulated returns for cable that are outside the 10'

to 14' range. n Congress intended for cable oPerators to earn

a fair return; it did not legislate any particular level or

range. If cable's average cost of capital -- given its debt

costs and high leverage -- falls below 10', nothing in the

statute requires or even permits the Commission to raise

cable's return above that level.

d. Cable should be reqalr" ~o r ••~a~. i~.

tloID91a1 rt,u1~. fOr regu1a~ory purpo.e••

Cable's financial reports must be restated to provide

a proper measure of its financial perforaance for regulatory

pUrPOses. Although .any cable co.panies currently report

little or no net inco.., their figures are distorted by rapid

depreciation of assets, a.ortization of excess acquisition

11

n

~ , 15.

~ House Report at 83.

n a.u NPRM at '21. Using the· Salle principles that
apply to telcos, Dr. Vander Weide estiaates that cable's fair
rate of return is approximately 8.83'. Vander Weide Aff. , 23.
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costs, and the high interest expen..s attributable to their

heavy reliance on debt financinq.n Like telephone c08P8nies,

cable operators should be required to restate their financial

results to eliminate any such distortions and to provide a

proper foundation for determining allowable revenues from

regulated services.

Once a cable operator's financial reports have been

restated, its allowable revenues from regulated cable service

can be determined by mUltiplying the operator's regulated rate

base by its peraissible rate of return and then adding

allowable expenses.~ Comparing that figure to the operator's

actual revenues will reveal whether the regulated rates should

be adjusted in either direction and by how much.

~ , 39.

~ , 42.
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COIICLUaIOII

To fulfill the Congressional purpose of encouraging

competition for cable from alternative video technologies, and

to allow market forces rather than artificial regulatory

advantages to dictate the competitive outcome between the

converging cable and telephone industries, the Commission must

frame its cost-of-service structure for cable in a manner that

closely parallels the rules historically applied to telephone

companies.
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Before the
FEDERAl COMMUNICATIONS COMMISSION

Wuhington, D.C. 20554

In the Matter of

Implementation of Sections of
the Cable Television Conaumer
Protection and Competition Act
of 1992

MM Docket No. 93-215

AfFIDAVIT Of JAMES H, VANDER WEIPE

I. INTRODUCnON

1. I have been uked by W Atiantjc, NYNEX, and the Pacifk:

Companies to respond to iSSUH raiud in the Federal Communication

Comrrnssion's Notice of Proposed RuJemaking (NPRM) in MM Docket No. 93-

215 released July 16, 1993. As part of my response, I will discuss the

Comrrnssion's proposals regardmg: 1) the fair rate of return; 2) the rate base

and allowed expense.; and 3) meuurel of financiaJ performance for cable

operators who are seeking to jultify rate. above thoM determined by the

Commission's benchmarks and prk:. capa.

2. I am Research Profeslor of Finance and Economics at the Fuqua

School of Business, Duke University. In addition to my teaching and executive

education activities, I have written research papers on such topics as portfoUo

management, the cost of capital, capital budgeting, the effect of regulation on



the performance of public utiUtie., and caah management. My article. have

been published in AITNII'icIl1l Economic R.vltlw, FitMnclsl MsnagtNMnt, JourMl of

FlMnce, JourMI of FinMJciM Md OuMItJtative AMIy., JoUlna/ of BlInk

Research, Journal of Accounting RtI...,ch, Journal of Cash MansgemMIt,

Management Science, .",. JourfUII of Portfolio MMulg.,-".nt, Atlantic Economic

Journal, Journal of EconomJcs and Buslneu, and Computers and Operations

Research. I have written a bOO« titled Managing CoqHNate UquJdity: An

Introduction to Working C6/Jitlll MtInIIgement, and • chapter for The Handbook

of Modern Finance, -Financial Management in the Short Run.· I graduated from

Cornell University with • Bachelor'. Degr.. in Economic. and earned a Ph.D. in

Finance at Northwut8f'n Un;varaity.

3. A.s an eKpert on flnaAciat and economic theory, I have submitted

testimony and/or testified on the COlt of capital and other regulatory issues

before the Federal Communications Commiasion, the Federal Energy Regulatory

Commission, the National Telecol1llJlUfllcation. and lnformation Administration,

the U.S. Congress, the lnsurance commlssiona of flve states, and the public

service commlssions of 29 states and the District of Columbia. Before the FCC,

I have prepared affidavits in response to the Commiasion's Notices of Proposed

Rulemaking in CC Docket 84-800 Pha..sl, II, and III, CC Docket 87-463 Pha.e.

I and II, and CC Docket 89-624 Phases I and II. Most of my appearances

involve testimony on the COlt of capital and fair rate of return.

2



4. A brief review of my eeademic bKkground, as well as my

qualification, and experience .. an expert witne.. on financial and economic

theory, .. contained in Appendix 1 to tN, affidavit.

II. RATE Of RETURN

A. 11M eo....1ion Ibould ...., tile regulatory principle. and
JMthodoIotIM to tile fair rate of return u
they apply to the t.lecommunicadona companle•.

5. In setting the fair rate of return for the cable industry, the

Commisslon must recognize that the cable and telecommunications industries

are rapidly converging, and that companiu in the.. two industries compete for

funds in the capital markets. Large cable companiea are developing plans to

offer telecommunications services to reaiclential and business customers over

their own networks, which provide accesl to millions of customers. The

acquisition of Teleport Inc. by Cox Enterprises and TeNt-Communications, Inc.;

Time Warner's recent announcement of its pjen, partially financed by U. S.

West's $2.5 billion inv.stment in Time Warner, to buUd an electronic

superhighway throughout its service territory; and Tela-Communications, Inc.'s

announcement that it wiD invest .2 biWon over the next several years to instaU

fiber in its network 10 that it can bel the multimedia carrier of choice for its

customers, are thr.. examples of the cable companies' decisions to enter the

3
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telecommunicatioN industry. tn a aimUat manner, telecommunications

companies at. making plans to offer cabJe-HU services over the", telephone

networks.

6. Given the rapid convergence of the cable and

telecommunications industrie., it is MHI1tia1 that cat*t operator. be held to the

same regulatory standards al thet~ionaindustry. If one side were

to gain an advantage through the regwatory procell, the benefits of competition

could be lost. In order for a competJtive cab'eltelecommunications marketplace

to develop, the COmmisiion should apply the same regulatory principles and

methodologies to set the cable companies' fair rate of return as they appjy to

the telecommunications companies.

B. The eo......n ....ould baM 1M ... lndusU'y-S fair rata of return
on the cable indultry'l COlt of debt, COlt of equity, and capital
structure.

7. The goY.,.ning economic principle for setting the cable

operators' fair rate of return is that each source of capital-i.e., debt, preferred

stock, and common eqwty - should be dowed to earn a rate of return that is

commensurate with its perceived risk to investors. This principje, known as the

capital attraction standard, dictates that cable operators should be allowed to

recover their average cost of capital as determined by: 1) their cost of debt; 2)

4



theil cost of equity; aAd 3) tbeir capital structure. A surrogate is required to

implement the capital attraction standard only for thos. components of the cable

industry'. coat of capital that are not rneuur~1e from cable Industry data.

8. The Commisaion ...ka comment. on how it can balance the

interests of ratepayers and cable companJes. The capital attraction standard

provides the proper ba'ancillg of ratepayer,' and cable operators' interests. If

the rate of return is Nt above the coat of capita', ratepayers would pay more

than is required to induce 8 cable telev!aion company to provide quality l8tVice

and expand its network. If the rate of return is set below the cost of capital,

then no inveator WCM.Ikt want to iny..t in cable operators, and no infrastructure

expansion would be possible. For purposes of setting initial reasonable rates in

a cost of service showing, the coat of capital is itself the level that balances

ratepayers' and operators' interests; no further adjustments need be made.

9. Of the three element. required to ••timate the cable indu.try's

average cost of capitaJ--its cost of debt, cost of equity, and average capital

structure- - two are ruciUy available from cable induatry data. For the ca"

industry's coat of debt and capltalstrueture, the Commis.ion should use

financial data r~atin; to a group of the industry's let;.st firms. In the

telecommunicationa industry, the Commiaaion has chosen to use 8 group of the

industry's largest firma to repre..nt the financial po$ition of the industry aa a

5



whole. The reasons for using a group of the largest firms are similar in this

case: 1) a high percentage of subscribers are served by the largest multiple

system operators; 2) many of the remaining systems are small operations for

which extensive filing requirements would be burdensome; and 3) many cable

systems are privately held and no financial data is readily available. In addition,

some cable operators are widely diversified, and it is not possible to associate a

specific capital structure with each line of business. These companies should

not be used in determining the industry's financial profile.

10. The following group of six cable operators are among the

largest U. S. cable operators for which financial data is available on CompuStat:

Adelphia Communications, Cablevision Industries, Cablevision Systems,

Comcast Corporation, Continental Cablevision, and Tele-Communications, Inc.

These companies accounted for approximately 30 percent of total U. S. cable

subscribers in 1992. Using the CompuStat data, I have determined that these

companies have an embedded cost of debt equal to approximately 7.80 percent

(calculated by dividing interest expense by the book value of debt). Their debt

ratio [debt / (debt + equity)] is 113.77 percent when the cable operators' large

accumulated losses are included in the definition of equity, or is 86.01 percent

when accumulated losses are not included in equity. The use of the 86.01

percent debt ratio is recommended for the following reasons: 1) it is not

possible to calculate an average cost of capital when the percent debt exceeds

6



i.L...- _

100 percent; and 2} the 86 percent debt ratio is more likely to approximate the

industry'S long-run target capital structure.

11. The coat of equity .. the only element that is difficult to

estimate from cable industry data bec8UM many cable companies are closely

held, widely diversified, 8lld pay no dividendi. As a result, it is necessary to use

a surrogate to estabUah the appropriate rate of return on equity for the cable

industry. The governing principle in setting an appropriate rate of return on

equity is clear: the rate of return on equity for cable should be set

"commensurate with returns on equity investments in other enterprises having

corresponding risks· (federal Power Carom'" y, HQpt Natural Gas Co., 320 U.

S. 591 (1944) at 603). Thus, to estimate the cable industry's cost of equity,

the Commission must identify a surrogate firm or group of firms having equity

risks simUar to an equity investment in the cable induatry.

C. The CommluJon#. propoHi to b_ the cable indu.try'. fair rata of
return on 1he S&P InduatrlaJl# average cost of capital would
produce excessively high rata. of return on equity for cable
operator•.

12. Rather than use cable induatry specifIC data, the Commiasion

proposes to base the overall rate of return for cable operators on an estimate of

the average cost of capital of a surrogate such as the S&P Industrials (formerly

7



the SelP 400). In particular, the Commission proposes using the SelP

Industrials' average cost of capital as the fair rate of return for cable operators.

13. The Commission's propoul to use the SclP Industrials as a

surrogate for the purpoae of estimating the cable industry's average cost of

capital would produce an excessive rate of return on equity for cable operators.

While the typical firm in the SelP kldustrials finances its investments with 60

percent equity and 40 percent debt, the typical cable operator finances its

investments with at least 86 percent debt. Since equity has a higher required

rate of return than Hbt, applying the average c~t of capital for the SelP

Industrials to the typical cable operator financing with at least 86 percent debt

would produce a rate of return on equity for the cable operator far in excess of

the range required to attract equity capital.

14. To Illustrate the effect of the Commission's proposal, I have

calculated the average cost of capital for the S.P Industrials and applied this

average cost of capital to the average capital structure and cost of debt for the

six large cable operators. As shown in Vander Weida Appendix 2, I estimate the

S&P Industrials' average cost of capital to be 11.88 percent. Using the 14

percent equity and 86 percent debt figures for the large cable operators, I

calculated that the large cable operators would 8arn a 36.93 percent rate of

return on equity if th8Y were allowed to earn an overall rate of return of 11.88

8



percent (se. Appendix 3J. The estimete of 31.93 percent is conservative

because I used a capit.. structure which excluded the cable operators' large

accumulated 10..... Clearly, applying the Sit,. IndUiulals' average cost of

capital to cable operators produces an excessive r.te of return on equity for the

cable operators.

D. The Commission's propola1 to UN. &0/60 c.pitalstructure.1so
produces an excessive r.te of return on equity for cable operators.

15. The Commiaaion also propoMS uaMlg 8 50/50 capital structure

to set a falr rate of return for~ ope.rators. This proposal would also produce

an excessive rate of return on equity for Illally cable operators. As noted above,

the typical cable operator has 8 capital structure containing 86 or more percent

debt and 14 or less percent equity. Using a hypothetical 50/50 capital structure

along with the cost of debt and cost of equity of the S&P Industrials produces

an average cost of c.pital equal to 11.25 percent. Applying an 11.25 percent

overall rate of return to the large cable operators' actua' average capita'

structure of 86 percent debt and 14 percent equity, produces a 32.43 percent

rate of return on equity (see Appendix 4). Aga;n, this result is clearly an

excessive rate of return on equity. Conuquently, the Commission should set an

overall fair rate of return using an .v....ge KtuM capital structure for the cat»e

television industry, not a hypothetical 50/50 capital structure.

9



E. The Co........n IhouIc:I determine the cable operatora' average
coat of .pltalln the ume way It determlnea the
telecommunlcatlona compan"a' average coat of capital.

16. Rather than un the SlaP tncIuatriaJa ... aurrogate, the

Commiaaion should detwrmne the ca~ companies' average cost of capita. in

the same way it detwmines the telephone companiea' average COlt of capitaJ:

a) Determine the actual average cost of debt of the industry's
largest firma.

b) Estimate the cost of equity for the industry's largest firms
using a surrogate jf nec....ry.

c) Compute the ovwall rate of return using the actual average
capital structure of the industry's largest firms.

The Commission should adopt the same approach for the cable industry as it has

for the telecommunications industry. By using the cable industry's actual capital

structure, the problems of accounting for the differenc•• in financia' structure

between the surrogate and the cable companies are eUminated. The problema of

excessively high rates of return on equity, as discussed in the preceding

numerical example, a,e also eliminated.

10
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F. The CommIuIon IhouId uae the .., Induatriall al a lurrogate in
eltlmatlng the cable Indultry'l COlt of equity.

17. The CUMt indultry'l colt of equ4ty cannot be estimated from

cat»e induatry data because most cGle companiel are either clos.ly held,

widely diversified, or pay no dividendi. To eltimate the cable industry's coat of

equity, therefore, the Convnislion should identify a sulfogate group of

companies with overaU rilks similar to the rilks of the cable industry. For the

purpose of identifying lurrogate firma, it iI helpful to consider separately the

two components of total investment rlak: business rlak and financial risk.

18. From a bUlinesl risk perspective, cable companies are viewed

as having very low rlak. According to Standard. Poor's Creditweek, April 5,

1993,p.51:

Induatry rilk remaiN low, r.tive to the
average industria' company, due to the
stabMity of serviQe demancI, continuing
subactiber growth,~ the predictabiUty
of cuh-fiow U8ft«ation. Through the
reeMaion and IJow recovery, a period of
low consumer confidence, demand for
cable TV service increased.

The industry's ·stabWty of service demand- results because most communities

have granted a franchise to only one company. The ·continuing subscriber

growth· reswts from technologica' chang.. that increase the capacity of the

cable network to deUver services. ItI -predictability of cash flow generation-

11
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results from its high merket penetration, its reaiatanee to r.cessionary forces,

and its low maintenance cost onee the system is b~t. Looking at the business

risk side alone; the cable companies would be significantly less risky than the

local telephone compames because they face significantly less competition.

While the overwhelming majority of cab'e operators still face no mujtichannel

competition in their toea' markets, teJephone comparMes face rapidly increasing

competition for their molt profitable business- -. trend that the Commission is

actively promoting through its interconnection proceedings.

19. The cabJe operators' low business risk is partially offset by

higher financial risk that results from their high refiance on debt financing.

According to Standard. Poor's CredJtwHk, February 24, 1992, p. 6:

Euy avaiJability of debt financing through
bank borrowings and high-yieJd debt
markets enabled cable operators to
acquire smaUer players in a market
chatecterized by riaini cable system
PIlcH and cHh flow multiples. Rising
..sat value. and the ~quidity of this
market gave &endera confidence that,
shouJd borrower. experienc:e financial
difficulties, a few properties could be sold
at a premium to pay down debt.

As a result of the easy debt financing and losses incurred during the early years

of their business, many cable operators now have more than 100 percent debt

in their capital structure (i.e., they have negative equity).

12
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20. A. long a. the cable indu.try maintain. its current high

leverage policy, and as long al the Commission u... the cable industry'sactu.l

capital structure to set an overaU rate of return, I reconvnend that the third

quartile of the S&P Indu.triall (that qU8ttiJe with the second highest DCF cost of

equity) be used al an appropriate surrogate In determining the cable indUltry's

cost of equity. While companiea in the third quartile of the S&P Industr'" have

significantly greater bYliness riak than the average cable operator, they "'0
finance their investments with significantly more equity. Considering both

business and financial risk, I believe that an equity investment in the third

quartile of the S&P Industrials has approximately the same risk as an investment

in the cable industry. At present, al determined by the DCF methodology the

Commission applies to the telecommunicatiON industry, the third quartile of the

S&P Industrials hal an average cost of equity equal to 15.11 percent.

21. In contrast, if the Commission fail. to adopt the cable

industry's sctus/average cspltBistructur. for purpoHs of estimating the cable

industry's average cost of capita' and, instead, decides to use a hypothetical

capital structure such as 50 percent debt and 50 percent equity, then I believe

the Commission should estimate the cable industry's cost of equity from the

first quartile of the SelP Industrials (that quartile with the lowest DCF cost of

equity). My recommendation to use the first quartile in this circumstance

recognizes that the cable operators would have very low overall risk if their
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capital structure were 50150. The current average COlt of equity of the firlt

quartile of the SliP tnduatriala is 11.80 percent.

22. Regarding the Commiuion'l requelt for comments on the use

of the DCF and Risk Premium methodologies to estimate the cable industry's

cost of equity capitat, the CommiuJon has studied this issue extensively with

regard to the telecommunications companiN and sholHd apply the same

methodologies to the cabie companiel u to the tetecommunications companies.

G. The ConunIsaIon Ihoukl reexamine the 10 to 14 percent rate of
return r.nge for cable opel.tors.

23. The Commilsion tentatively Concludel that a fair rate of return

for cable operators is in the range 10 to 14 percent and seeks comments on

how it can select a maximum rate of return within this range. The

Commission's conclusion is based on itl use of a 50/50 capital structure for the

cable industry. Since the cabJe industry baa • much higher degree of leverage

than the Commission has assumed, the Commiuion should reexamine its 10 to

14 percent range for the cable operators. In fact, uamg an 86 percent debt and

14 percent equity capital structure, a COlt of debt eq~ to 7.80 percent, and a

cost of equity equal to 15.11 percent (the DCF result for the third quartile of the

S&P Industrials), I e.timate that the cable industry'. fair rate of return is

approximately 8.83 percent.
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24. The Commission also _rna to think that it can choose a

number within the 10 to 14 percent range based on hi desired weighting of

ratepayer and cable operator intere.t.. AI noted above, the capita' attraction

standard already provides an appropriate balancing of ratepayer and operator

interests. The Commission should set the cable operators' fair rate of return

equal to the cable industry'S average cost of capital, not arbitrarily choose a rate

of return from within a wide range because of a desire to balance ratepayer and

operator interests.

H. A SIngle Rate of Return .. the Only Practical Approach for Setting
Rates.

25. As the Commlasion hal tentatively concluded, eatabUshing a

single rate of return for all cabJe operators is the only practical approach for

setting rates in a cost of service showing. The alternative of establishing

separate rates of return for each cable operator or each cable franchise would be

costly to admJnister, and whatever limited economic benefits mJght be derived,

would be unlikely to justify the administrative coats required. This approach is

also consistent with the Commission's efforts, and the urging of the cabJe

industry, to streamline ita cost of service rules where possible.
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III. RATE BASE AND ALLOWED EXPENSES

A. Net Original COlt. the but altema1lve for vaJuJng cable op....tor.'
plant In Ml'Vlce.

26. AI the Commiaaion notM, the value of plant in sarvK:e wUI

be a major component of the cabJe operators' revenue requirements under cOlt

of service regulation. The Commission offers four alternative approaches to

determining the value of • cable oper.tor's plant in ..rvice: market value,

original cost, replacement cost, and reproductKm cost. Origmal cost, net of

depreciation, is the standard used by the Commission in its regulation of

telecommunications comparnes, and the Commission is correct in its conclusion

that net original cost is the best alternative for cable companies as well.

27. As. method of valujng plant in service, market va'ue is flawed

by its inherent circuu.rity. The market value of a regulated firm's assets

depends on the market's expectations of the future cash flows generated by

those assets, but the regulated firm's cash flows themselves are determined by

regulators. Thus, market value in a regulated environment is the resu't of

regulation rather than the starting point. Furthermore, market vaJues prior to

October 1992 should not be used either. Those va'ues were based on the

expectations of continued monopoly profits which Congress has directed the
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